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ABSTRACT 
 
The research is undertaken to understand how businesses make their capital structure 
decisions by identifying and evaluating the factors to be considered in making capital structure 
decisions in South African businesses. Qualitative research methods are used in two phases.  
In phase one, a literature review is conducted to create a framework of strategic aspects to 
consider when making capital structure decisions.  In phase two the framework is evaluated 
by conducting in-depth interviews. The purpose of phase two is to identify the strategic aspects 
that are considered in the South African business context. 
 
The literature overview identified twelve strategic aspects for consideration when making 
capital structure decisions, namely (i) business risk, (ii) control, (iii) flexibility, (iv) growth rate, 
(v) long-run viability, (vi) management constraints, (vii) management conservatism, (viii) 
market conditions, (ix) rating agencies, (x) size, (xi) taxation and (xii) transactional cost. 
 
The framework of twelve strategic aspects to be considered when making capital structure 
decisions was empirically evaluated by means of interviews. The interview responses 
regarding the initial twelve strategic aspects were coded and three themes emerged, namely 
(i) critical strategic decision-making factors (business risk, financial flexibility, tax advantage, 
and volatility of earnings cash flows); (ii) factors relating specifically to markets in South Africa 
(growth rate, long-term viability, market conditions, credit rating, and transaction costs) and 
(iii) autonomy of the decision-making process (control, management constraints, managerial 
conservatism, and size). 
 
During the interview process, it was indicated that the autonomy of the decision-making 
process theme (control structure, management constraints, managerial conservatism and 
business size) do not form part of the strategic capital structure decision-making process in 
their companies and should be omitted. The interviewees highlighted four additional themes 
that may affect their capital structure decisions, namely government interference in the market 
and in the local business; Black Economic Empowerment (BEE) rating; political stability, and 
state capture.  
 
The study suggests a proposed framework consisting of six themes that can be used to guide 
capital structure decisions in South Africa businesses. 
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CHAPTER 1 
INTRODUCTION TO THE STUDY 
 
 
1.1 BACKGROUND TO THE STUDY 
 
The mixture of equity and debt of a business is the capital structure to finance the operations 
of a business.  How businesses make their capital structure decisions has been debated both 
in theory and empirical research. These debates focused on whether an optimal capital 
structure exists for business as well as the proportion of debt usage that is relevant to the 
individual business's value (Baxter, 1967, p.396). Despite extensive research efforts, there is 
little consensus among studies explaining the debt-equity decision(s) of businesses. Several 
theories have emerged explaining businesses’ capital structure choices. These theories 
include Donaldson’s (1961) pecking order theory, Modigliani and Miller’s (1963, p.265) capital 
structure relevance theory, Bokpin and Isshaq’s (2008, p. 209 - 211) agency costs theory, the 
capital signalling theory and the trade-off theory.  In addition, there are various strategic 
reasons why a business may deviate from its theoretically optimal method of financing, for 
example, flexibility, taxation, profitability, credit rating, the nature of assets and financial 
distress (Correia et al, 2015, p. 14.1 – 14.2; Brounen, De Jong & Koedijk, 2006, p. 1409).  
 
The aim of this study is to understand how businesses make their capital structure decisions 
by identifying and evaluating the factors to be considered in making capital structure decisions 
in South African businesses. 
 
 
1.2 PROBLEM STATEMENT 
 
On the determinants of capital structure, literature is widely available across the industries 
(Modugu, 2013, p.14). Most of the influential research efforts on capital structure choices have 
been conducted in developed countries (Abor & Biekpe, 2005, p.38). This leaves little literature 
for less-developed countries such as those in Africa. According to Bhaduri (2002, p.655), there 
is a need to examine capital structure choices from the perspective of developing countries as 
there is a significant difference in the economic development of these countries.  Corporates 
in developing countries face constraints regarding source funding due to limited access to 
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equity markets (Bhaduri, 2002, p.655). The posed question that arise is to indicate what factors 
affect the capital structure choice of South African businesses. 
 
 
1.3 THE RESEARCH QUESTION  
 
The following research questions were formulated to guide the study: 
I. In the making capital structure decisions, what factors should be considered?  
II. Can a framework of factors (to be considered when making capital structure 
decisions) be created to be used as an interview schedule?   
III. What factors are considered by South African businesses in making capital structure 
decisions? 
 
 
1.4 THE RESEARCH OBJECTIVE 
 
The development of a framework of strategic aspects to be considered in making capital 
structure decisions in South Africa.  The primary objective of this study is to identify the factors 
will have influence on the evaluating of the capital structure decisions in South African 
business.  
 
The secondary objectives that will enable the primary objective will be: 
I. to provide a literature overview of strategic aspects to consider when making capital 
structure decisions by considering definitions, theories, previous research and the 
South African business context;  
II. to create a framework of strategic aspects to be considered when making capital 
structure decisions; and  
III. to empirically evaluate the framework of strategic aspects by means of interviews. 
 
 
1.5 BRIEF OVERVIEW OF EXISTING LITERATURE OVERVIEW 
 
Capital structure is defined as the mixture of share capital and other long-term liabilities 
(Correia et al., 2015, p.14.1). The financing of the assets in a business is critical to all business. 
The financial decision-maker of a business faces the issue of what the optimum capital 
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structure will be. This will be the optimal proportion of debt and equity of the business. Capital 
structure must aim to meet the interest of the shareholders of the business (Trisha, 2015).  
 
The business can collect the entire capital from the shareholders. Alternatively, the capital can 
be raised as loans in the form of debentures or bonds. The total loan repayment is made up 
by capital and interest portions. The company can then utilise the interest portion as an 
expense.  
 
The importance of designing an optimal capital structure as explained by Correia et al. (2015, 
p.15) is provided in Table 1.1 below: 
 
Table 1.1: The importance of capital structure decisions 
DECISION EXPLANATION 
Value maximization By optimizing the market value of a business, optimum 
capital structure can be reach. I.e. it is important in a 
business to have an appropriately designed capital 
structure to ensure that the cumulative worth and 
ownership shareholders’ interests are optimised. 
Cost minimization Optimal capital structure will minimize the business’s 
cost of capital or cost of financing. If the correct funding 
sources are combined, it can lead the to the lowering 
of the cost of capital structure. 
Increase in share price Optimal capital structure can maximize the business’s 
market price. By the increasing earnings per original 
shares, it will result to the maximising of the optimum 
capital structure of the business. This action will 
increase the dividends of the original shares as well.  
Investment opportunity Optimal capital structure will increase the ability of the 
business to find new growth and wealth, thus creating 
new investment opportunities for investors. With proper 
capital gearing, the confidence of the supplier of debt 
will increase and move investments will take place.  
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DECISION EXPLANATION 
Growth of the country Optimal capital structure will increase the country’s rate 
of investment. If the rate of investment increases, 
growth will take place. This can be done by increasing 
the business’s opportunity in a country by engaging in 
the future prosperity of in creating new investment 
opportunities.   
Patterns of capital structure Debt and equity are the two main sources of funding 
used in a business. As a new business struggles to 
collect enough funds for its requirements since they are 
not well established in the market and have little track 
record. This will influence their credit worthiness.  
Therefore, it should depend more on owners’ equity as 
a simple type of capital structure. After they made their 
foot print and increase their creditworthiness, the 
capital structure can be mixed with debt and will 
become more complexed. 
(Source: Correia et al., 2015: p.15) 
 
Table 1.1 explains the importance of the capital structure and its possible impact on value 
maximization, cost minimisation, share price, investment opportunity, growth of a country, and 
patterns of capital structure. A complex capital structure may consist of a number of different 
financial instruments such as equity shares, debentures, and preference shares (Correia, 
Flynn, Uliana, & Wormald, 2015, p. 14.2). 
 
Regardless of the complexity of a company’s capital structure, a business’s duty is to try to 
take full advantage of the equity shareholding regarding the earnings per share and the worth 
of the business (Trisha, 2015). 
 
The topic of capital structure has presented numerous theories.   These theories will be 
discussed in more detail in Chapter 2: 
• Traditional view: Samuels, Wilkes and Brayshaw (1997, p.648) maintain that the level 
of debt influences a company’s cost of capital.  
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• Trade-off theory:  The trade-off theory accepts that business weighs the benefits of 
debt financing versus the financing debt cost (insolvency and financial distress) to find 
an ‘optimal’ capital structure after accounting for market imperfections such as taxes, 
bankruptcy costs and agency costs (Murray & Vidhan,  2007, p.135). 
  
• Pecking order theory: Frank and Goyal (2003, p.218) argue that the pecking order 
theory is the most important of the theories of business finance. The pecking order 
theory stems from certain natural facts relating to how businesses gain and use 
external financing. This theory challenges the trade-off theory. 
 
• Market timing theory: Baker and Wurgler (2002, p.57) suggest that the market timing 
theory are the cumulative outcome of past attempts to time the equity market for the 
business.  
 
Capital structures theories as described above are not intended to be rigidly applied and 
reasons for deviating from what may be considered an optimal capital structure are possible.  
These included the theory of financial flexibility as well as market timing. Therefore, the 
literature review on the causes of capital structure is significant. Literature on the determinants 
of capital structures across the international industry are widely available. (Modugu, 2013, 
p.14). Huang and Song’s (2001, p.8) study identified the six determinants of a business’s 
capital structure, namely profitability, business size, tangibility of assets, growth opportunities, 
volatility (business risk) and ownership structure.  Titman and Wessels’s (1988, p.2) study 
found that debt levels are negatively connected to the ‘uniqueness’ of a business's line of 
business.   
 
Bancel and Mittoo (2004, p. 104) concluded that almost all businesses regulate their optimum 
capital structure by trading-off factors such as bankruptcy cost, tax advantage of debt, 
accessibility to external financing and agency cost.  The authors confirmed the study of Titman 
(2002, p. 138) that corporates sometimes think about trade-offs between financial suffering 
cost and tax savings.  These trade-offs do not change much over time. The corporates rather 
spend their time considering changes in the market conditions and ideas on how these 
changes should be financed. A study by Hovakimian et al. (2004, p.535) considered two 
determinants of a business’s capital structure, namely profitability and growth opportunities.   
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Brounen (2005, p.1415) concluded that the static trade-off theory faces reasonable validation. 
The importance of financial flexibility is not driven by the pecking-order theory. Several 
practical considerations are highly relevant. Strong resemblances are found among the four 
European countries on this. This was also found in the United States (US) by associating 
capital structure policies contrary to the institutional differences. 
 
Capital Structure research on South Africa determinants are not widely available. According 
to Correia et al. (2015, pp. 14-34), profitability, tangibility, tax, size, growth opportunities, non-
debt tax buffers, liquidity, collateral value of assets, industry classification, and volatility all 
affect capital structure decisions.  Abor’s (2007, p.37) study considered debt policy and the 
performance of small and medium enterprises in the South African and Ghanaian firms. 
 
Gwatidzo, Ntuli and Mlilo (2016, p.276) found relationships among influence, time, cost of 
financing, taxation and business risk in the South African businesses.  
 
Ramjee and Gwatidzo’s (2012, p.66) research indicates that the target adjustment model used 
a general method of instants technique. This is to scrutinise the speed and the cost of change 
towards a target debt ratio in South African listed businesses.   
 
De Wet’s (2013, p.765) study investigates and analyses the factors of optimal capital structure 
in the banking sector in South Africa. His study is based on secondary financial data. He 
performs analysis to identify trends in capital structure, regulator compliances and capital 
structure policies.  De Wet and Gossel’s (2015, p.168) research the capital structure 
decisioning factors that have an influence in South Africa. Their perspective is based on the 
chief financial officers (CFOs). Against this background, this study aims to create a 
comprehensive frame of reference containing strategic aspects that should be considered 
when making capital structure decisions. 
 
 
1.6 THE METHODOLOGY OF THE STUDY 
 
In Chapter 3 the research methodology will be discussed.  In current study qualitative research 
methods are used in two phases.  In phase one, secondary research in the form of a literature 
review is conducted to create a framework of determinants of a business’s capital structure.  
In phase two the framework is evaluated by collecting first-hand original data by means of 
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conducting in-depth interviews. The purpose of phase two is to identify the determinants that 
are applied in the South African business context. 
 
 
1.6.1 Secondary research 
 
A comprehensive literature review was carried out to identify determinants of the capital 
structure of a business. The Nelson Mandela University Library was used to conduct national 
and international data searches.   Searches were conducted on the Sabinet database, SAe 
Publications, Emerald, ISAP (National Library of South Africa), EBSCO, Sage, MasterFILE 
Premier, Business Source Premier, ScienceDirect, E-Journals, Academic Search Premier and 
Google Scholar. Textbooks were also consulted for research methodology literature. The 
secondary data is presented in Chapter 2. 
 
 
1.6.2 Primary research 
 
This section provides a brief overview on how primary data was collected. This study made 
use of in-depth interviews to describe the samples’ opinions on the determinants of the capital 
structure decision. Thus, qualitative research by means of interviews was used to collect 
primary data. A synopsis of the research sample, data gathering and data study applicable to 
the primary research follows. 
 
 
1.6.3 Sample design 
 
The population of this study comprises businesses in Gauteng, South Africa. It should be 
noted that no sample frame exists as no list of all the businesses in Gauteng was available to 
the researcher. Thus, for the purpose of this study, the technique of non-probability sampling 
was used to select the five businesses. In non-probability sampling the units of a sample can 
be selected on the basis of convenience.  A convenience sample method involves the 
selection of participants who are easy to reach which makes it a popular sample method. 
However, it is prone to bias and influences that are beyond the control of the researcher, 
therefore generalising findings from a convenience sample is restricted.  
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1.6.4 Data collection  
 
The primary data for qualitative design is collected through open-ended questions during 
interviews (Collins, Joseph & Bielaczyc, 2004, pp.27,28).  The collection of data needs to be 
credible, transferable, dependable and conformable before it can be used in research 
(Shenton, 2004, p.63). The interview questions (refer to Appendix 2) build on the work of 
Brounen, De Jong and Koedijk (2006, p.1409), Graham and Harvey (2001), as well as that of 
Bancel and Mittoo (2004, p.189). 
 
  
1.6.5 Data analysis 
 
The data collected by the interview process was manually coded to analyse the content.  
 
The process used in coding the interview data was as follows: The pre-coding cycle 
incorporated scanning and reading the interview data captured and selecting key words which 
are relevant to the research. The first coding cycle entailed the final selection of parts of the 
interview script that were read again, and words and phrases were selected that encapsulated 
the essence of the interview. The second coding cycle was then used to confirm these 
selected codes and themes and to ensure the relevance to the research.  
 
 
1.7 THE OUTLINE OF THE STUDY 
 
The structure of the current study and research is as follows: 
 
Chapter 1 provides the introduction of the study. 
 
Chapter 2 provides an overview of the literature on determinants of the capital structure 
decision.  
 
Chapter 3 provides an overview of the research design and methodology to be implemented 
in this study. 
 
Chapter 4 outline the empirical outcomes of the reliability and trustworthiness of the interviews. 
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Chapter 5 is the concluding chapter of the study. Chapter 5 outline the preceding chapters. 
Based on the empirical outcomes and literature review are provided, a conclusion is made 
and followed by recommendations for upcoming studies.  
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CHAPTER 2 
LITERATURE OVERVIEW OF THE DETERMINANTS OF CAPITAL STRUCTURE 
 
2.1 INTRODUCTION 
 
In Chapter 1 capital structure was defined as the mixture of share capital and other long-term 
liabilities. Business must choose the best capital structure which may include equity share 
capital, preference share capital, debenture and long-term debt (Correia et al., 2015, p.14.2).  
The strategic financial decision is the way that the financing is arranged. This results in that 
way that capital structure is set up. Management must decide on the debt level relative to 
equity that they want to maintain.  Management can decide on the kinds of debt and the kinds 
of equity that it plans to keep. The financial policy will influence management decision and 
their ability to source the desired type of financing they have chosen.  The policy is influenced 
by the risk profile that management accepts to maximize the value of the business (Correia et 
al., 2015, p.14.2). 
 
The primary objective of this study is to develop a framework of strategic aspects to be 
considered in making capital structure decisions in South African businesses and evaluating 
them. The purpose of this chapter is to undertake a literature review addressing the strategic 
aspects (determinants) to be considered in making capital structure decisions. 
 
This chapter commences with a review of the various theories applicable to capital structure, 
followed by previous international research and then previous South African research. 
 
 
2.2 THEORIES UNDERLINING CAPITAL STRUCTURES 
 
The topic of capital structure has presented numerous theories.   Although theories do not 
answer all the questions asked, the theories do deliver valuable understandings of these 
issues. These insights gained will assist management in their managerial process.   There are 
numerous theories on capital structure, as such as the Modigliani and Miller propositions, the 
trade-off theory, pecking order theory and market-timing theory, to name a few. The following 
sections give a brief overview of the existing capital structure theories. 
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2.2.1 The traditional view 
 
Before engaging in the modern view of capital structure, the traditional view of the choice of 
capital structure will be examined first.  As per Samuels, Wilkes and Brayshaw (1997, p.648), 
the influences of the level of a company’s debt have a major impact on the cost of capital.  
Samuels et al. (1997, p.648) research and traditional view indicates that there is an optimal 
level of debt in the business. It is when a company’s cost of capital is the lowest.  With the 
lowest cost, the businesses value is the highest.  This is common to most financial literature 
and the traditional view of capital structure.  
 
 
2.2.2 Irrelevance of capital theory 
 
Since Modigliani and Miller (2005, p.17) published the “irrelevance theory of capital structure”, 
there has been interest in this field.  According to the authors, if taxes, financial distress costs 
and market imperfections are ignored then there is no ideal mixture of equity and debt.  
Therefore, the capital structure of a business is immaterial. Based on the set of assumptions, 
this theory is based on perfect market conditions.  
 
Contrary to the traditional approach, a company could not raise its wealth by using the same 
combination of securities used by the company and multiplying it.  Modigliani and Miller noted 
that the market value of the company was independent of its capital structure in two of the 
three propositions of their theory. 
 
Major theories of capital structure have emerged over the past decade. These deviate from 
the “irrelevance model”, namely the trade-off theory, the pecking order theory and the market 
timing theory (Huang & Ritter, 2009, p.237). 
 
 
2.2.3 Trade-off theory 
 
Research regarding capital structure theories is overwhelmed by the research on optimal 
capital structure. Theories recommend that businesses select capital structures based on 
attributes that control the cost and benefits impact and the correlation thereof (Faulkender & 
Peterson, 2005 p.45; Bancel & Mitto, 2004, p.103; Graham & Harvey, 2001, p.209; Shyam-
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Sunder & Myers, 1999, p.219).  Other researchers state that there is no absolute optimal 
capital structure. They contend that the attractions of shields against interest and tax as well 
as the thread of financial distress are second on the priority list of determents that influence 
the capital structure decision-making process (Shyam-Sunder & Myers, 1999, p. 220). 
 
The trade-off theory assumes that businesses weigh the benefits of debt financing (interest is 
tax deductible creating a tax shield) versus the costs of debt financing (insolvency and financial 
distress) to find an ‘optimal’ capital structure after accounting for market imperfections such 
as taxes, bankruptcy costs and agency costs (Murray & Vidhan,  2007, p140).  
 
The static trade-off theory is an extension of the trade-off theory.  The trade-off theory implies 
that businesses will try to balance the marginal present values of the shields against tax on 
interest towards financial distress.  This is forecasting a return of the debt ratio towards a 
target (Shyam-Sunder & Myers, 1999, p. 220).  The outcome is a decline of debt levels if the 
cost of financial suffering is too high.  
 
According to the trade-off theory, when a company takes on too much debt there is a risk that 
such a company will not meet its financial obligations to its creditors, which will lead to financial 
distress and a negative impact on the company’s value (Arnold, 2005, p.529). In the end, the 
company faces the risk of insolvency and liquidation.  
 
The trade-off theory is directly linked to explaining financial distress in a business. This can 
be contributed to the increase in the extreme use of debt. As per the study of Faulkender and 
Peterson (2005, p.45), businesses with greater tax shields against debt, positive mis-pricing 
of debt relative to equity and lower costs of financial distress usually have higher leverage 
levels.  
 
 
2.2.4 Pecking order theory 
 
As per Frank and Goyal (2003, p.218), the pecking-order theory is the most important theory 
in the business finance. The pecking-order theory is influenced by the way businesses 
normally obtain and utilise external financing. The theory explains alternative financing and it 
therefore challenges the trade-off theory as the latter theory fails to explain this (Smart at al., 
2007, p.406).  
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The pecking order theory suggests that businesses follow a financing hierarchy to minimize 
the problem of information asymmetry between the business’s insider managers and the 
outsider shareholders (Fama & French, 2002, p.28). According to the pecking order theory, 
businesses will use internal financing first, and then issue debt if necessary and equity will be 
sold as a last resort (Fama & French, 2002, p.30). 
 
The following identifiers are characteristic of the pecking-order theory: 
(i) Internal financing is preferred over external financing; 
(ii) Managers tend to maintain stable dividend payments; 
(iii) If external financing is obtained, safest securities will be first; 
(iv) If internal financing is exhausted, the pecking-order will be in place, from safer to 
riskier debt; and 
(v) The debt ratio reflects a cumulative requirement for external financing (Frank & 
Goyal, 2003, p.4; Graham & Harvey, 2001, p.235; Myers & Shyam-Sunder, 1999, 
p.92; Samuels et al., 1997, p.661). 
 
Regarding the pecking order, two assumptions is made. Firstly, it is assumed that better 
communication on information existed between managers in regards of the prospected 
investors in the business.  Secondly, it is assumed that managers have the best interest of 
their current shareholders at heart (Smart et al., 2007, p.461 & 501).  
 
The pecking order model is one reason why profitable businesses borrow less than other 
businesses.  Their target rations might not be low, but their need for outside financing is low. 
A lesser profitable businesses with an widespread investment programme will result in the 
issue of more debt owing to the lack of sufficient internal funds. Debt is also the first in the 
pecking order to obtain external funding (Arnold, 2005, p.536).  
 
 
2.2.5 Market timing theory 
 
In Baker and Wurgler (2002, p.57) suggested the market timing theory. The market timing 
theory is the combination of the capital structures from the pass to date. This theory implies 
that new equity shares are issued when the businesses find that the current shares are 
overvalued. If the businesses find that the shares are undervalued, they will then purchase 
back their own shares. Even though market timing theory behaviour is well established in 
MBA Treatise 
Jan du Toit – 214093921 
December 2018 
 
14 
 
empirical studies, as per Baker and Wurgler (2002, p.50) the impact that the market timing 
theory has on capital structure is still very determined (Luigi & Sorin, 2007, p.319). 
 
The Modigliani-Miller theory discussed literature relating to capital structures by looking at the 
debt versus equity of a business. In Modigliani and Miller’s world of perfect capital markets, 
the costs of different forms of financing do not vary widely.  Therefore, there is no extra gain 
from opportunity cost in choosing between the different forms of financing debt.  However, 
financing costs have a considerable influence on the decision-making process of optimal 
capital structure due to taxes, agency cost and differences in information. Each of the theories 
highlights the cost and benefits of alternative financing strategies. The theories of capital 
structure differ owing to the above factors. It can therefore be concluded that the theories do 
not see/regard financing cost as being general.  
 
The standard trade-off theory indicates that taxes and bankruptcy together contribute to 
corporate debt.  The standard pecking order theory is against the selection of accounts for the 
corporate use of debt. Owing to weakness in the theories, ongoing research is still taking place 
on this topic. There is no optimal capital structure for the market timing theory.  Market timing 
capital structure decisions accumulate over time into the capital structure outcome. Owing to 
this fact, market timing theory appears to be of most interest to researchers (Luigi & Sorin, 
2007, p.319). 
 
An overview of the main theories underlying capital structure decisions and the main 
conclusions for the purpose of this study are provided in Table 2.1. 
 
Table 2.1:  An overview of the theories underlying capital structure decisions 
THEORY  MAIN CONCLUSION 
Traditional view theory Traditional view theory is the minimising of the cost of 
capital by optimising the level of debt.  This is where 
the business value is the highest.  
Irrelevance of capital structure 
theory 
Irrelevance of capital structure theory states if taxes, 
financial distress costs and market imperfections are 
ignored then there is no ideal mixture of debt and 
equity. 
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THEORY  MAIN CONCLUSION 
Trade-off theory The trade-off theory assumes that business weighs the 
benefits of debt financing versus the costs of debt 
financing to find an ‘optimal’ capital structure after 
accounting for market imperfections such as taxes, 
bankruptcy costs and agency costs. 
Pecking order theory The pecking order theory suggests that businesses 
follow a financing hierarchy to minimize the problem of 
information asymmetry between the business’s insider 
managers and the outsider shareholders. 
Market timing theory As per the market timing theory, the current capital 
structures of a business are the collective result of the 
past attempts of the equity market. 
Source: Researcher’s own construct 
 
In Table 2.1 it is shown that each individual theory has a unique way of explaining capital 
structure decisions. 
  
 
2.3 PREVIOUS RESEARCH RELATED TO THE DETERMINANTS OF THE 
CAPITAL STRUCTURES: INTERNATIONAL STUDIES 
 
Theoretical and empirical studies have shown that various factors, such as profitability, 
tangibility, tax, size, growth opportunities, non-debt tax shields, liquidity, collateral value of 
assets, industry classification, and volatility all affect capital structure decisions. In this section 
various international research studies are addressed. Out of these, a table summarising the 
strategic aspects to consider when making capital structure decisions is provided.   
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2.3.1 Titman and Wessels (1988) 
 
Titman and Wessels (1988, p.3) studied the impact of unobservable attributes on the choice 
of corporate debt ratios. The authors found that there is a negative relationship between the 
levels of debt and the individuality (“uniqueness”) of the business which enables businesses 
to transfer the high cost of the debt to the customers, workers and suppliers (Titman& 
Wessels, 1984, p.14).  
 
Furthermore, transaction cost has a significant influence on the choice of capital. The high 
transactional cost for small businesses for issuing long-term financial instruments has a major 
influence on the choice of capital. Usually, transaction costs are deemed to be immaterial in 
relation to other determinants of optimal capital structures. Titman and Wessels’s (1998, p.16) 
study suggests that there are various leverage-related costs and related benefits that may not 
be significant to capital structure decision-making.  These results suggest that capital 
structures are chosen systematically and are in line with the argument of Modigliani and Miller 
(1958, p.262).  The authors state that the costs and benefits associated with this decision of 
optimal capital structures are relatively small. Additional literature indicates that there is a 
negative relationship between the transactional costs and past profitability, the growth rate 
and opportunities, current debt levels, flexibility and business risk.  
 
There is no support found in the study of Titman and Wessels (1998) as to the effect on debt 
ratios arising from non-debt tax shields, volatility, collateral value, or future growth. The 
authors argued that if stronger relationships between visible indicator variables and the 
relevant attributes can be developed, these methods can then be used to explore methods to 
corroborate the theories on optimal capital structure (Titman & Wessels, 1988, p.17). 
 
In summary, the study of Titman and Wessels (1988) found that debt levels are negatively 
related to the "uniqueness" of a business's line of business.   The authors identified five factors, 
namely long run viability, transaction cost, growth rate / past profitability, flexibility and 
managerial constrains of a business to consider when making capital structure decisions.  
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2.3.2 Huang and Song (2001) 
 
Since the study that was conducted by Modigliani and Miller (1958), a considerable amount of 
research has been done. No reliable extrapolations have been reached in the relationship 
between profitability and leverage. As per the tax-based models, it is suggested that more 
borrowing must be done for profitable business. In this way the company can benefit from the 
tax benefits.  The pecking order theory suggests that retained earnings must be used first as 
investment funds.  The pecking order theory then suggests that after investment funds have 
been used, bonds and new equity must be used if necessary. This will result in profitable 
businesses having less debt (Huang & Song, 2001, p.5). 
 
Huang and Song’s (2001) study focuses on capital structures in China.  It also focuses on the 
similarities between China and other countries. Leverage, as measured by long-term debt 
ratio, total debt ratio and total liabilities ratio, flexibility, will decrease with the increase in 
profitability. Leverage will also increase with the increase in business size. Tangibility has a 
positive effect on the long-term debt ratio. Businesses that experience a rapid sales growth 
rate tend to have higher leverage than businesses that have long-term growth opportunities.  
 
Several sources of research literature suggest that there is a positive relation between 
leverage and size. Large businesses are revealed to choose long-term debt more often, while 
small businesses choose short-term debt. Large businesses may be able to take advantage 
of economies of scale in issuing long-term debt.  Businesses can use the bargaining power 
over creditors. Therefore, the cost of issuing debt and equity is negatively related to business 
size. The business size may also be a proxy for the information that outside investors have 
(Huang & Song, 2001, p.8). 
 
Theoretical studies generally suggest growth opportunities are negatively related to leverage. 
Huang and Song’s (2001, p.32) studies confirm that it is the same in China. 
 
Volatility or business risk in a business is a representation of the probability of financial 
distress.  Therefore, it is generally expected that volatility will be negatively related to leverage. 
Huang and Song (2001, p.29) found that business risk is negatively correlated with leverage.  
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As per Huang and Song (2001, p.29), the ownership structure of a business will affect capital 
structure of the business. Businesses with lesser total liabilities ratios and lesser total debt 
ratios then to have higher state shareholding and lower institutional shareholding.   
 
In summary, the Huang and Song (2001) study identified the following six determinants of a 
business’s capital structure, namely profitability / growth rate, business size, flexibility, 
taxation, control, and volatility (business risk). 
 
 
2.3.3 Ozkan (2001) 
 
The target capital structure determinants are studied by Ozkan (2001).  Ozkan (2001) also 
studied the role of the adjustment process of a business in change. This gives some insight 
on the practical determinants of corporate borrowing. Ozkan’s study found that businesses 
have a long-term target of leveraging their ratios. Businesses adjust to the target ratio relatively 
quickly.  This implies that the costs of their target ratios and the costs of adjustment are equally 
important for businesses. Ozkan’s studies provide evidence that profitability, liquidity, flexibility 
and growth opportunities have a negative effect on the capital structure choice of business. 
Ozken’s findings are consistent with the prediction of the theory that indicates a negative 
relationship between non-debt tax and the borrowing ratio of business. There is only limited 
support for a positive effect arising from the size of business (Ozkan, 2001, p.190). 
 
In summary, the Ozkan (2001) study concluded that businesses have long-term leverage 
ratios that are important for business.  
 
 
2.3.4 Bancel and Mittoo (2004) 
 
Bancel and Mittoo (2004, p.103) surveyed managers in 16 European countries. The survey 
was related to the determinants of capital structure. During the survey, the authors gained 
understandings into the several questions, where the following are relevant to this study: “Are 
financing policies of European and US businesses driven by similar factors?”  “Are cross-
country differences in managerial views explained primarily by the legal institutions, or do other 
institutions also play a major role?” And “Which factors underlying debt and equity policies are 
more sensitive to the institutional environment and which are portable across countries?” 
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Bancel and Mittoo (2004, p.128) found that both European and US managers used similar 
factors for their capital structure decision-making. There are, however, differences across 
Scandinavian and non-Scandinavian countries.  Bancel and Mittoo (2004, p.128) found that 
the level of maturity of a country’s legal system has a major influence on the factors and the 
ranking of these factors in the decision-making process of optimal capital structures. There 
are also factors of cost of capital that are country-specific. Business-specific factors in a 
country such as the business's growth and opportunities have a major influence on the 
prioritisation of factors that influence the decision-making process.  
 
The results of the study by Bancel and Mittoo (2004) should be interpreted with some caution. 
The reason for this is that there are potential biases. Measurement errors are also a factor 
that could be associated with the survey. Surveys measure opinions of the participants. This 
may not be represented in the field. There is a concern that the responses of managers might 
not properly copy their views on the suggestions or expectations of the theories.  The statistical 
power of the tests in the study by Bancel and Mittoo’s (2004) may be weakened by variables 
such as endogeneity and high correlations.  Scandinavian managers' views on capital 
structure were also found to differ meaningfully from those of their other civil law peers. This 
is especially the case regarding adaptable debt, equity and raising foreign capital. Random 
change, or alterations in the populace of the business, or the effect of other businesses is 
reflected by these differences.  These could be as a result of moral and ethical norms that are 
not found in their study. Bancel and Mittoo (2004) did not identify the source of these 
differences. This is due to several factors, namely ownership, tax rates, control and the 
structure of the ownership in the business.  These factors were not measured in the survey.  
 
The biases identified in Bancel and Mittoo (2004) were presented in the results of their study 
in two groups. The first group was made up of business executives while the second group 
comprised senior investment bankers. Both these groups concur with Bancel and Mittoo’s 
major conclusions. The research also provided examples of country specifically organisations 
regulations and the impact of the businesses financing choices across countries with the same 
or a similar legal system. The feedback supports the findings of Bancel and Mittoo (2004).  
The authors recommend that more research must be done on this topic. It requires more detail 
and specific variables, especially with regard to cross-country research.   A more informative 
analysis of the data will be enabled. The authors’ research provides some insights into cross-
country determinants of leverage.  These results were difficult to obtain through traditional 
empirical studies. Their research indicated that some factors are more likely to be influenced 
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than others when decision-making processes take place regarding the choice of the optimal 
capital structure. Those factors that are related to equity are influenced less by the country's 
formal structure.  This is particularly the case with the quality of its legal system that has an 
influence on the decision-making process of optimal capital structures.  The availability of 
external financing, as arguments that strengthen the evidence of La Porta et al. (1998, p. 
1113) is primarily influenced by the country’s legal environment. Countries with lower quality 
of legal systems tent to have higher agency costs of debt then countries with higher quality 
legal systems. This is consistent with evidence found in the other capital structure theories 
such as agency theory that assigns a central role to debt contracts and bankruptcy law (Harris 
& Raviv, 1988, p. 56).    
 
The literature review showed that businesses can adopt strategies to mitigate the negative 
effects of the quality of the legal situation in their home-based country. As an example, 
businesses in civil law countries compared to those in common law countries have significantly 
higher concerns for maintaining target debt-to-equity ratios. Businesses that operate 
internationally have a different view towards debt-to-equity than those countries that do less 
international business.  
 
In the study conducted by Rajan and Zigales (2003, p.45) it was found that businesses that 
issue foreign debt or equity are more focused on their credit ratings. The study indicates that 
business-specific variables that are often used in the capital structure literature to explain 
leverage also explained cross-country differences in the managerial rankings of several 
factors.  Large businesses, for example, are less focused on bankruptcy costs than others.  
High growth businesses consider stock as the cheapest source of funds. They use these 
opportunities to issue more stock.  The study by Rahab and Zigales (2003, p.45) found that 
the view of businesses' capital structures is the result of a complex interaction of several 
institutional features as well as businesses’ characteristics in the home country. 
 
Bancel and Mittoo (2004, p.130) found in conclusion that most businesses determine their 
optimal capital structure by trading off factors such as tax advantage of debt, bankruptcy costs, 
agency costs, market conditions and accessibility to external financing. The authors agree 
with the conclusions of Titman (2002) that corporates occasionally consider trade-offs 
between financial suffering cost and tax savings.  These trade-offs do not vary much over 
time. Corporates rather concentrate on the changes in the market and market conditions as 
well as ideas to fund these changes than trade-offs between cost and tax savings.  
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2.3.5 Hovakimian, Hovakimian and Tehranian (2004) 
 
Hovakimian et al. (2004, p.517) studied the determinants of target capital structure.  The 
authors found that the importance of market-to-book ratio in corporate financing decisions is 
due to the negative relationship between target leverage predicted by trade-off theories and 
growth opportunities (Hovakimian et al., 2004, p.520). 
 
The Hovakimian et al. (2004, p.535) study found that lower target debts ratios exist at high 
market-to-book businesses.  These businesses are more likely to issue more equity and less 
debt. They found that businesses’ profits have no effect on the businesses’ post-dual issue 
leverage ratio. This finding is in agreement with the dynamic trade-off hypothesis. The trade-
off theory indicates that the negative effect of profitability on observed debt ratios reflects the 
deviation from the target, which is offset when businesses reset their capital structures 
(Hovakimian et al., 2004, p. 520).  
 
Prior studies by Hovakimian and Tehranian (2004) found that the probability of debt versus 
equity issuance increases with the business’s profitability. The likelihood of debt issuance is 
not affected by profitability even as the issuance declines. This cannot be explained by the the 
trade-off nor by the pecking order theories. However, when businesses are unprofitable, they 
tend to increase their external financing. Unlike like unprofitable businesses, they are over-
levered as they issue more equity rather than debt (Hovakimian et al., 2004, p.520). 
 
In summary, the Hovakimian et al. (2004) study considered two determinants of a businesses’ 
capital structure, namely profitability and growth opportunities.   
 
 
2.3.6 Brounen, De Jong and Koedijk (2005) 
 
Brounen, De Jong and Kodijk (2005, p.1409) presented the result of an international survey 
among 313 CFOs on capital structure choice.  Their study give insights on how the theoretical 
concepts were applied by professionals in four European countries: the UK, the Netherlands, 
Germany and France. Brounen et al. (2005, p.1411) compared the results to previous studies 
by Graham and Harvey (2005) for US business and Bancel and Mittoo (2005, p.104) for large 
European publicly listed businesses. The prediction of the trade-off theory is that the target 
capital structure is based on tax and bankruptcy considerations. This theory is supported in 
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each of the four European countries. In the US stronger evidence is found both for the 
existence of targets and for the role of corporate taxes. 
 
The importance of taxation is higher in businesses that can be found as per the Pan-European 
sample of Bancel and Mitoo (2004, p.106). It is also reported that financial flexibility is a very 
important factor when determining the optimal capital structure. Bancel and Mitoo (2004, p. 
111) also found that businesses are inclined towards factors of flexibility. This is not supported 
by the pecking order theory. 
 
Rajan and Zingales (2003, p.48) indicate that there are major differences among the European 
countries’ financial markets. It is also true when compared with the US markets.  These 
differences can be expected because financial markets play an important role in the capital 
structure decisions-making process of individual businesses. In their study these findings 
indicate institutional differences.  
 
In Broumen’s (2005, p.1440) study it was found that the timing of debt issues is more 
significant in listed businesses. Businesses consider debt less attractive during a takeover 
attempt. It was also found that these issues are not found in private business capital structure 
decision-making processes.  
 
It was also noted that private businesses are more inclined to increase their debt levels than 
those of listed businesses. Brounen (2005, p.1410) found evidence that financial markets have 
an influence on optimal capital structure choice.  The significance of agency complications 
and the benefits of signalling in optimal capital structure decision-making are a result of 
conflicting interests.  The ability of shareholders and creditors to monitor each other and 
management is also a factor that has an influence on the decision-making process of optimal 
capital structures. Studies by La Porta, Lope-de-Silages and Shleifer (1998, p. 1113) indicate 
major differences between countries in corporate governance structures. 
 
There was no material evidence found by Brounen (2005) regarding agency complications, 
signalling, or the role of capital structure in control contests in these countries. This finding is 
significant as the theoretical and empirical literature largely focuses on these issues. The 
findings contradict the findings by Bancel and Mittoo (2004).  They found the signalling and 
agency complications to be vital factors in capital structure choices of a business.  
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In conclusion, Brounen (2005) found that the trade-off theory faces reasonable confirmation. 
Although financial flexibility is an important factor, it is not determined by the pecking order 
theory. Several real-world considerations are extremely relevant. There are robust similarities 
found among the four European countries which were documented in the study. There are 
also robust similarities found with the US when comparing capital structure policies. 
 
 
2.4 PREVIOUS RESEARCH RELATED TO THE DETERMINANTS OF THE 
CAPITAL STRUCTURE: SOUTH AFRICA 
 
 
2.4.1 Abor and Biekpe (2007) 
 
The research of Abor and Bieke (2007, p.37) was done on the debt policy or capital structures 
of small and medium-sized enterprises (SME) in the financial sector in Ghana and South 
Africa. Previous studies, especially on large businesses that were conducted in the past, 
indicated that large businesses’ capital structures influence the businesses’ performance. 
Though the issue has been extensively researched, the SMEs are one of the missing fields 
that have not been extensively studied.  
 
All businesses are faced with an important financial decision, namely the need to make an 
optimal capital business decision. This decision is vital given the impact it has on the value of 
the business. The relationship between capital structure and the performance of SMEs in 
Ghana and South Africa were studied by Abor and Biekpe (2007, p.37) for a period of six 
years, between 1998 and 2003.  It was found that the short-term debt has a more significant 
effect and is negatively related to the gross profit margin for both Ghana and South Africa. 
The results show that long-term debt has a meaningfully optimistic association with the gross 
profit margin for both countries. It was also found that the gross profit margin relationship has 
a significant and negative effect on the total debt ratio and flexability. Furthermore, the study 
indicated that a statistically substantial and negative association exists between trade credit 
and the gross profit margin for both Ghana and South Africa. The results relating to South 
Africa indicated that there is a significant positive relationship between return on assets and 
short-term debt, trade credit and management decision making / constraints. However, in 
terms of long-term debt and total debt, the results show a statistically significant negative 
relationship between return on assets and both long-term debt and total debt.  
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It was found in Abor and Biekpe’s (2007, p.40) study the control have an influence on the 
performance of SMEs.  Long-term and total debt ratios in particular have a negative 
relationship that affects the performance of SMEs in their decision-making process. The 
negative relationship suggests that SMEs are generally opposed to using more equity than 
debt. This is because they have a fear of losing control. SMEs face problems in obtaining 
equity.  A reason for increasing debt use may be to avoid agency conflicts. Employing debt 
excessively is likely to result in high bankruptcy costs which could negatively affect 
performance. SMEs that pursue a very high debt policy compared to the industry average 
should also consider increasing the equity component in their capital structure to avoid the 
negative effects of excessive debt on performance.  
 
In summary, the Abor and Biekpe (2005) study considered debt policy and performance of 
SMEs in the Ghanaian and South African firms.  Abor and Biekpe (2005) identified seven 
factors, namely profitability, growth rate, flexibility, rating agencies, size, transactional cost and 
control, as important when making capital structure decisions. 
 
 
2.4.2 Gwatidzo, Ntuli and Mlilo (2016) 
 
Gwatidzo, Ntuli and Mlilo (2016, p.275) studied data on 239 listed South African firms during 
the period 1996 to 2010. In their research they used quantile regression techniques to examine 
the effect of optimal capital structure determinants. In their study they refer to the differences 
that were found in the capital structure theories. Such differences have a negative relationship 
between profitable and capital structures. It was also found in their study that there is a strong 
validation of the pecking order theory.   The positive relationship between assets and 
influence, as well as the size of the business and influence indicated that in South Africa stable 
visibility plays a significant role. The study of Gwatidzo et al. (2016, p.218) indicates a negative 
relationship between age and influence which is in line with the reputation-acquisition concept. 
As per their study, businesses acquire a certain reputation with time.  Business use this 
reputation to find cheaper sources of finances. The conclusion is that South Africa’s arms-
length debt market is not well developed owing to the lack of reputational influence.  There is 
a negative relationship between time and influence as business finds cheaper ways to obtain 
eternal finance from other sources.  This may be mainly to avoid the impact that taxes have 
in terms of bank loans in South Africa. This impact of taxes on the decision-making process is 
due to a lack of competition in the South African banking sector.  
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The study indicates a negative relationship between taxation and influence measures. In 
South Africa, there is a positive relationship between risk and influence in the banking sector 
(Gwatidzo et al., 2016, p. 284).  
 
In summary, Gwatidzo et al. (2016) found relationships in the South African businesses 
between influence, time, cost of financing, taxation, long term viability, size and  business risk.  
 
 
2.4.3 Ramjee and Gwatidzo (2012) 
 
According to Ramjee and Gwatidzo’s (2012, p.52) study the target adjustment model used a 
general method of moment technique to examine the cost and flexibility of adjustment towards 
a target debt ratio in South African listed businesses.  They found that South African 
businesses change relatively quickly towards a target leverage level. They also found that 
asset tangibility, growth, flexibility size and risk are positively related to leverage, while 
profitability and tax are negatively related to leverage. The results also suggest that capital 
structure decisions of South African listed businesses follow both the pecking order and trade-
off theories of capital structure (Ramjee & Gwatidzo, 2012, p.64). 
 
 
2.4.4 De Wet (2013) 
 
De Wet’s (2013, p.765) study analyses the determinants of the capital structure of banks in 
South Africa based on secondary financial data obtained. He performed an analysis on the 
data to establish trends in capital structure policy and regulatory compliance. De Wet (2013, 
p.775) found that numerous theories such as the Modigliani and Miller theories, the trade-off 
theory and the signalling theory were applicable in his study. However, there was not one 
specific theory found for the study. De Wet (2013, p. 770) found that capital structure has a 
positive influence on the profitability and market value but does not necessarily have an impact 
on the banking sector’s financial distress.   
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2.4.5 De Wet and Gossel (2015) 
 
De Wet and Gossel (2015, p.167) studied the factors that have an influence on capital 
structure decisions in South Africa. They performed their study from the perspective of the 
chief financial officer (CFO). A survey of 33 CFOs of -companies listed on the Johannesburg 
Stock Exchange (JSE) indicated that that South African CFOs give reasonable support for 
both the pecking order and the static trade-off theory when considering capital structure 
targets and decision-making.   However, the target ratios in several of the respondents in De 
Wet and Gossel’s (2015, p. 171) study indicated that CFO’s are flexible in their decision-
making process of capital structures.  This finding supports both the pecking order and the 
static trade-off theory. De Wet and Gossel (2015, p.177) found three important factors in the 
decision-making process of the capital structure. These factors are the level of cash flows, the 
volatility of earnings, and financial flexibility.   
 
In conclusion, reasonable support was found by De Wet and Gossel’s (2015) for both the 
pecking order and the static trade-off theories. However, it strongly suggests that large 
business is more likely to follow the static trade-off theory while small businesses are more 
likely to follow the pecking order theory. In addition, the results of their study mention that 
businesses in South Africa are more likely to follow the static trade-off theory than businesses 
in other emerging countries. 
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2.5 FACTORS TO CONSIDER WHEN MAKING CAPITAL STRUCTURE DECISIONS 
 
The literature review identified many studies that researched and clarified the use of different determinants of capital structure. In Table 2.2 
(international studies) and Table 2.3 (South African studies), a summary of the literature review classified according to determinants of capital 
structure is provided. 
 
Table 2.2:  Determinants of capital structure: International studies 
DETERMINANTS OF 
CAPITAL STRUCTURE 
LITERATURE 
Titan & Wessels 
(1988) 
Huang & Song 
(2001) Ozkan (2001) 
Bancel & Mittoo 
(2004) 
Hovakimian, 
Hovakimian & 
Tehranian 
(2004) 
Brounen, De 
Jong & Koekijk 
(2005) 
1 Business risk / volatility  X   X  
2 Control  X  X  X 
3 Flexibility X X X   X 
4 Growth rate / Profitability X X X  X  
5 Long-run viability X      
6 Management constraints       
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DETERMINANTS OF 
CAPITAL STRUCTURE 
LITERATURE 
Titan & Wessels 
(1988) 
Huang & Song 
(2001) Ozkan (2001) 
Bancel & Mittoo 
(2004) 
Hovakimian, 
Hovakimian & 
Tehranian 
(2004) 
Brounen, De 
Jong & Koekijk 
(2005) 
7 Managerial conservatism X      
8 Market conditions    X   
9 Rating agencies    X  X 
10 Size  X     
11 Taxation  X  X  X 
12 Transactional cost X   X  X 
Source: Researcher’s own construct 
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Table 2.3: Determinants of capital structure: South African studies 
DETERMINANTS OF 
CAPITAL STRUCTURE 
LITERATURE 
Abor & Biekpe 
(2007) 
Gwatidzo, Ntuli & 
Mlilo (2016) 
Ramjee & Gwatidzo 
(2012) De Wet (2013) 
De Wet & Gossel 
(2015) 
1 Business risk / volatility  X  X  
2 Control X     
3 Flexibility X  X  X 
4 Growth rate / Profitability X  X   
5 Long-run viability  X    
6 Management constraints X     
7 Managerial conservatism      
8 Market conditions      
9 Rating agencies X     
10 Size X X X  X 
11 Taxation  X X   
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DETERMINANTS OF 
CAPITAL STRUCTURE 
LITERATURE 
Abor & Biekpe 
(2007) 
Gwatidzo, Ntuli & 
Mlilo (2016) 
Ramjee & Gwatidzo 
(2012) De Wet (2013) 
De Wet & Gossel 
(2015) 
12 Transactional cost X     
Source: Researcher’s own construct 
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Tables 2.2 and 2.3 summarise the various factors that may be considered when making capital 
structure decisions, and in addition, indicate the reference to studies that considered these 
factors. Twelve determinants of capital structure were identified that need to be further 
explained, namely (i) business risk / volatility, (ii) control, (iii) flexibility, (iv) growth rate / 
profitability (v) long-run viability, (vi) management constraints, (vii) management conservatism, 
(viii) market conditions, (ix) rating agencies, (x) size, (xi) taxation, and (xii) transactional cost. 
 
 
2.5.1 Business risk / Volatility 
 
Business risk is defined as an inherent risk to the company.  It is the risk that the company will 
have lower than budgeted profits or the possibility of experiencing a loss rather than a profit.  
Business risk is independent from financial risk (Gabriel & Baker, 1980, p.561). The volume 
of sale, unit price, input cost, competitive markets and economy are factors that have an 
influence on business risk. Businesses with high business risk are less likely to use financial 
debt. Financial debt, in other words, is debt that is not critical for the company’s operations. 
Lenders are less likely to grant credit to businesses with high business risk.  The flipside is 
also true, i.e. businesses with low business risk tend to use more finance debt (Correia et al., 
2015, p.14.35). 
 
Businesses with high profits or high rates of return on investment tend to use less debt 
(Correia, Flynn, Uliana, & Wormald, 2015, p. 14.34). Funding is enabled through retained 
earnings owing to these high retentions on investments  (Öztekin, 2015, p. 304). 
 
 
2.5.2 Control 
 
Control, the power to influence or direct the business course of events, encompasses how 
strong the forces are pushing toward increasing concentration of ownership of a diffusely held 
company (Shleifer & Vishny, 1986, p.462).  If shareholders do not have control and are not in 
the position to buy new shares, then the business is more likely to use more finance debt 
(Zhou & Xie, 2016, p.1957). This is often seen in family-controlled businesses or holding 
companies (Correia et al., 2015, p.14.35)  
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2.5.3 Flexibility 
 
Business flexibility, the readiness and ability of a business to change and adapt to different 
circumstances, for the purpose of this study is defined as being able to respond dynamically 
to market information (Ritchken, 1993, p.1137). By maintaining a reserve borrowing capacity, 
businesses can issue debt in favourable times when needed. Reserve borrowing capacity is 
the ability to borrow capital at a reasonable cost when investment opportunities arrive (Zhou 
& Xie, 2016, p.1956). Favourable times are when interest rates are low or there is a low risk 
investment opportunity.  Businesses with this kind of flexibility generally use less debt (Correia 
et al., 2015, p.14.34). 
 
 
2.5.4 Growth rate / Profitability 
 
The growth rate of a company influences the capital structure. Faster growing businesses rely 
more on external capital, where slower growth businesses use their retained earnings 
(DeAngelo & Roll, 2015, p.405). Rapid growth requires external funds and debt is easier and 
less costly to raise than equity finance. Businesses with high business risk that are high growth 
will tend to increase their use of equity finance (Correia et al., 2015, p.14.35).  
 
 
2.5.5 Long-run viability 
 
Businesses such as Telkom and Eskom that provide essential services have the responsibility 
to provide continuous services. Essential services are either rendered to the government or 
the public and the interruption of these services would endanger life, personal safety or the 
health of either a part or the whole public. These businesses tend to stay away from excessive 
finance debt to ensure their long-run viability (Öztekin, 2015, p.314). 
 
 
2.5.6 Management constraints 
 
If excess cash is available, management may follow their own interest rather than those of the 
shareholders and misuse cash (Correia et al., 2015, p.14.35). However, managers with higher 
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levels of financial risk and where there is the possibility of job losses should the company fail, 
will be less likely to misuse cash (DeAngelo & Roll, 2015, p.411). 
 
 
2.5.7 Managerial conservatism / financial distress 
 
The average investors can tolerate a relatively high probability of financial distress owing to 
the diversifiable risk from their portfolios. Companies in financial distress are companies that 
cannot meet, or have difficulty paying off, their financial obligations to their creditors, typically 
due to high fixed costs, illiquid assets or revenues sensitive to economic slumps (DeAngelo & 
Roll, 2015, p.411). Managers, on the other hand, are more concerned about financial distress 
and will be inclined to use less debt than the average investors to protect their jobs (Correia 
et al., 2015, p.14.34). 
 
 
2.5.8 Market conditions 
 
Both long-run and short-run market condition changes affect a company’s optimal capital 
structure (Correia et al., 2015, p.14.34). During the 2008 credit crunch, low-rated businesses 
in need of capital were forced to issue shares, regardless of their target capital structures 
(Öztekin, 2015, p.305). 
 
 
2.5.9 Rating business risk and lender attitudes (Credit rating) 
 
In order for businesses to have optimum capital structures, management often discuss their 
capital structures with rating agencies. The Big Three credit rating agencies are Standard and 
Poor's (S&P), Moody's, and the Fitch Group. S&P and Moody's are based in the US, 
while Fitch is dual-headquartered in New York City and London and is controlled by Hearst 
(Öztekin, 2015, p.305).  Management also take into consideration lenders’ attitudes towards 
financial structures. This is done to ensure that the capital structures of the company are 
acceptable to lenders and businesses get a good credit rating by rating agencies to ensure 
cheaper debt and available credit (Correia et al., 2015, p.14.34). 
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2.5.10 Size 
 
Gellatly, Riding and Thornhill (2003, p.12) indicate that there is a strong relationship between 
capital structure and knowledge-base.  This is consistent with the market resistance 
hypothesis. Small businesses in high-knowledge sectors on average make less use of debt.  
They rather reinvest their profits. This is the opposite in small businesses in low-knowledge 
sectors. The general proposition is that businesses that operate in more uncertain fields might 
experience more barriers to external finance (Gellatly, Riding, & Thornhill, 2003, p.12). 
 
 
2.5.11 Taxation 
 
The interest portion on borrowing that is used for capital structure can be deduct from tax. 
Therefore, the tax benefit can be used on interest. In terms of dividends, the business cannot 
make deductions for taxation (Correia et al., 2015, p.14.34).  Businesses make more use of 
the tax benefit when tax rates are higher. The result is that taxation has an influence on the 
optimal financial capital structure of a business (Öztekin, 2015, pp.304-305). 
 
 
2.5.12 Transaction costs 
 
Institutional characteristics measure several aspects of the contracting problems and external 
financing costs. The higher the  debt and equity transaction costs are, the weaker a business 
is valued. Debt costs have a substantial and negative impact on refinancing thresholds and 
leverage equilibrium levels (Öztekin, 2015, p.320). Trading costs slow down the adjustment 
speed and have an impact on the level of leverage after controlling the macroeconomic 
environment and financial development. Institutional proxies for country-level transaction 
costs are associated with the difference in the businesses’ flexibility and the adjustability of 
financial enjoinments (Zhou & Xie, 2016, p.1964). 
 
 
2.6 SUMMARY 
 
The purpose of Chapter 2 was to perform a literature analysis addressing the determinants of 
capital structure decisions. This chapter commenced with a review of various theories. It was 
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found that five theories (the traditional view theory, irrelevance of capital structure theory, 
trade-off theory, pecking order theory and market timing theory) have a unique way of 
explaining capital structure decisions. 
 
The review of previous research on the determinants of capital structure commenced with 
international studies, followed by studies related specifically to South Africa. The choice of 
capital structure may depend on twelve factors, namely (i) business risk / volatility, (ii) control, 
(iii) flexibility, (iv) growth rate / profitability, (v) long-run viability, (vi) management constraints, 
(vii) management conservatism, (viii) market conditions, (ix) rating agencies, (x) size, (xi) 
taxation, and (xii) transactional cost. 
 
In Chapter 3, the study detailed the research methodology and design.  In this chapter, the 
research approach, research design and data analysis are presented in detail.  
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CHAPTER 3 
RESEARCH METHODOLOGY AND DESIGN 
 
3.1 INTRODUCTION 
 
The literature review in Chapter 2 provided a frame of reference consisting of twelve factors 
to take into account when making capital structure decisions.  To give effect to the third 
secondary objective of the study, which is to evaluate the framework of determinants of capital 
structure, it is necessary to introduce an empirical component to the study.  Chapter 3 
describes the research design and methodology to enable observation. 
 
Sekaran and Bougie (2010, p.2) indicated that “…research is a process of finding solutions to 
a problem through thorough study and the analysis of the situational factors”. The initial step 
is to find the problem and where it occurs.  The aim is to identify the problems (Sekaran & 
Bougie, 2010, p.2). The research needs to include the inquiry, study, examination and 
research in the process. The convenience of researched information allows organisations and 
businesses to study the research and make more informed decisions.  
 
In chapter 3, the purpose is to present the research methods used in the current study. Data 
collected such as sample selection and size, the ethical requirements and data collections 
methods, are detailed the in the current study their proposed of the research method for data 
collection used. 
 
First the research paradigm employed in the study is explained. The qualitative research 
methodology is discussed in the next section, followed by the design of the study. Lastly ethical 
issues are discussed.  
 
 
3.2 RESEARCH PARADIGM 
 
A positivist (quantitative) paradigm and an interpretivist (qualitative) paradigm are the two 
paradigms found in research (Collis & Hussey, 2003, p.47.  A philosophical framework (Collis 
& Hussey, 2009, p.25) is a systematic research, guided by the studies research paradigm. 
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According to Collis and Hussey (2009, p.56), “…the positivism paradigm has its origins in the 
natural science and the assumption is that social reality is singular and objective, and the 
paradigm is not affected by the investigation conducted”. As explained by Collis and Hussey 
(2009, p.57), the interpretivist paradigm is developed as a disapproval of the positivism 
paradigm. It is assumed “…that social reality is in our minds, subjective and multiple and 
therefore affected by the act of investigating it”.   
 
This study is rooted in the interpretivist paradigm. Conducting in-depth interviews is inherently 
subjective as it requires the researcher to understand human behaviour from the researcher’s 
own frame of mind.  
 
Collis and Hussey (2003) refer to the interpretivist paradigm (phenomenological paradigm) as 
qualitative. This research paradigm focusses on the understanding of the human behaviour of 
the participant. The perception of the target audience or their observation forms part of the 
participants research paradigm. The non-impartial facts or evidence of human behaviour are 
emphasised during the qualitative research approach. Therefore, the focus is on the 
measurement of the meaning of the human’s behaviour rather than on the measurement of 
social occurrence or facts (Collis & Hussey, 2003). The phenomenological paradigm is 
enabled to evolve by either the criticism or disapproval of the positivist paradigms results.   
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The features of phenomenological paradigm, as per Collis and Hussey (2003, p.55), can be 
summaries as follows:  
• Phenomenology tends to produce qualitative data 
• Smaller sample sizes can be used 
• The paradigm is focused on the theories of a group 
• Collected data is rich, subjective and non-impartial 
• The location of the data collection is seen as natural 
• Data has a low level of reliability 
• Data has a high level of validity 
• The conclusions are form from the one setting to another  
  
 
3.3 QUALITATIVE RESEARCH  
 
In developing a research methodology, the researcher must consider whether the purpose of 
the study is mainly quantitative or qualitative. The importance of quantitative research is the 
quantification in the collection of data and the analysis thereof (Bryman & Bell, 2007). There 
is a logical approach between the relationship of the relationship of the quantitative research 
theory and research.  The emphasis in the current study is placed on theory testing (Bryman 
& Bell, 2007).  In order to understand the social phenomena, explanatory theories are provided 
(Collis & Hussey, 2009, p.25). Collis and Hussey (2003, p.241) indicates that the primary 
benefit of quantitative research approach to data collection is relatively effortless.  Quantitative 
research is a speedy process. The collection of data is done by the researcher’s own 
experiments, interviews, questionnaires and on the researchers focus groups (Collis & 
Hussey, 2009, p.55).  Bryman and Bell (2007, p.304) applied a quantitative approach in their 
research. However, they found that the validity and reliability of the issues of research are a 
concern for them.  In other words, the research is not valid if the measure of the research is 
not reliable. 
 
In contrast, qualitative research concentrates more on the words and the importance of the 
words rather than on the quantification in the collection and analysis of data (Bryman & Bell, 
2007).  “The research involves an inductive process with a view to providing interpretive 
understanding of social phenomena within a particular context” (Collis & Hussey, 2009, p. 57). 
The focuses of the induction approached is between the theory and the relationship thereof 
with the research: the important focus will be on the group of theories (Bryman & Bell, 2007). 
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As per the study of Mouton (2005), the questions relating to the specific problems can be 
answered by describing and understanding the problems from various viewpoints using the 
qualitative research approach. Qualitative data collection methods can be time consuming and 
expensive (Collis & Hussey, 2003). Qualitative analysis provides an accurate reflection of 
events and the terms applied in giving a description (Mouton, 2002). Qualitative analysis 
focuses on the contextual valid account of social life rather than on formal generalised 
description (Mouton, 2002).  
 
Mouton (2005) uses several volumes of descriptive data. The data is collected through 
comprehensive interviewing. The research strategy focuses therefore on an individual issue 
(or a small group of issues) with significance and a specific context. A holistic, interpretative 
and synthetic application of the data is applied by the data analysis process (Mouton, 2002). 
 
In this study, the research approach was qualitative.  The qualitative research approach was 
used to understand the problem.  Factors must therefore be investigated leading to the state 
of affairs. The interviews that was conducted includes qualitative analysis that were conducted 
with financial directors or chief financial officers of five (5) selected South African businesses. 
 
 
3.4 DESIGN OF THE STUDY 
 
The purpose of this section is to describe the research design by elaborating on the literature 
review, sample design, data collection, the research instrument (interview schedule), pre-
testing of the interview schedule, recoding of data, data analysis, quality and the rigour of the 
proposed research design. 
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3.4.1 Literature review 
 
To obtain secondary data for the literature review, books, journals, prior research papers and 
electronic resources were used that led to the proposed framework of determinants of capital 
structure. A literature review is not considered to be exhaustive for this research topic. 
Therefore, the framework was evaluated by way of interviews conducted amongst selected 
South African businesses.  
 
 
3.4.2 Sample design 
 
Probability and non-probability sampling are two categories of sample design (Sekaran & 
Bougie, 2010, p.270). As per the study done by Sekaran (2003, p. 270), “…every element in 
the population has a known and equal chance to be chosen as part of the sample”. The primary 
benefits of probability sampling are “…the possibility that the researcher might be biased can 
be dismissed and the principles of probability theory are used to determine the accuracy of 
samples” (Mouton, 2002, p.139). 
 
When the elements in the population do not have the same probability of being selected as 
part of the sample, it is classified as non-probability (Sekaran & Bougie, 2010). In non-
probability sampling, the research results cannot be generalised as that of the entire 
population (Sekaran & Bougie, 2010). The non-probability sampling techniques are more 
reliable than other techniques. This technique provides important evidences to valuable 
information in respect to the population. 
 
In this study non-probability sampling was used. Interviews were conducted with five (5) chief 
financial officers from five different businesses in South Africa.  The five chief financial officers 
are employed by businesses with which the researcher currently engages.  
 
 
3.4.3 Data collection 
 
Qualitative data was collected by conducting semi-structured face-to-face interviews to 
determine the strategic aspects that are taken into account when making capital structure 
decisions in South Africa.  Interviews were facilitated by a pre-determined framework of twelve 
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strategic aspects to consider when making capital structure decisions.  Interview responses 
were coded into themes (Bryman & Bell, 2007).  
 
The data collection for qualitative analysis can be obtained through observations, interviews 
or journals (Collis & Hussey, 2009). Interviews with the five CFOs or financial directors in 
businesses in South Africa were conducted in the current study. Questions were posed to the 
participants, CFOs or financial directors of the selected South African businesses in order to 
determine which factors are considered when making capital structure decisions and why. 
Primary data is collected by conducting interviews (Collis & Hussey, 2009, p.144). There are 
different types of interviewing questions to be used, namely open and close questions, probes, 
comparison questions, hypothetical questions and summary questions (Collis & Hussey, 
2009). In this study interview consist of open questions.  
 
 
3.4.4 Research instrument: Interview schedule 
 
The interview schedule (Appendix 2) consists of three sections. Section A of the interview 
schedule obtained the consent of the respondents.  Section B of the interview schedule 
obtained biographical information, namely the industry in which a participant is employed.  
Section C of the interview schedule contained the frame of reference for the strategic aspects 
to consider when making capital structure decisions.  
 
The interview schedule was mailed to the interviewees prior to meeting them to ensure 
stimulus equivalence (i.e. the methodological requirement of asking the same questions in the 
same way to all the interviewees). 
 
An interview schedule permits rich and detailed observations and allows the researcher to 
develop a comprehensive framework of strategic aspects to consider when making capital 
structure decisions in South African businesses. 
 
 
3.4.5 Pre-testing of the interview schedule 
 
The interview schedule used in the research paper was pre-tested with one participant.  It was 
then reviewed and adjusted accordingly. If problems arise in the pre-test interview, it is 
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expected that similar challenges will arise in the other interviews during the formal study. 
Studies that neglect pre-testing run the risk of later collecting invalid and incomplete data. 
Although qualitative pre-test findings may offer some indication of the response patterns 
anticipated in the final data collection phase, it cannot be guaranteed.  
 
 
3.4.6 Recording of the data 
 
From the literature review the framework of determinants (refer to Table 2.2 and Table 2.3) 
were derived. The framework was then evaluated by way of in-depth interviews with decision-
makers employed in South Africa. Many distinct formats of qualitative interviews are available 
during the data collection process. The current study followed a semi-structured interview 
process and recorded the data on the interview sheet (refer to section C: Interview schedule 
for capital structure decisions) (DiCicco-Bloom, & Crabtree, 2006, p.318).  
 
The raw data for this study consisted of five interviews.  All interview responses were coded 
into themes. The twelve determinants identified in literature were used as codes and from 
there six themes were identified, namely (i) critical strategic decisions factors, (ii) factors 
relating to markets in South Africa, (iii) government interference, (iv) state capture, (v) political 
stability and (vi) black economic empowerment. The codes were used to compare data and 
conduct research.   
 
 
3.4.7 Data analysis 
 
To analyse the data, content analysis was used. The candidate captured a exact record of the 
interview responses for this purpose. Qualitative techniques were used to identify themes in 
the data collected via the semi-structured face-to-face interviews. The interviews were used 
to determine the reasons why strategic aspects differ from the framework developed as well 
as determining the challenges facing capital structure decisions in South Africa.  
 
The data analysis then followed four stages:  
• Researcher studied the data to familiarise and immerse in data gathered, 
• Themes were provided that have a bearing on the research question, 
• Data was coded by breaking it up in analytically relevant ways, and 
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• Data was interpreted and themes identified. 
. 
Content analysis is a useful technique of analysing of information that was captured during 
the interview process. During this analysing of the data captured during the interview process, 
it was decided to follow a manual content coding approach rather than make use of the 
computer-assisted qualitative data analysis (CAQDAS). Although the CAQDAS process has 
analytic benefits and is rigorous, a manual coding was selected in order to gain a deeper 
insight into the data captured during the interviews.  
 
There are several cycles and methods of coding data, according to Saldana (2009). There is 
pre-coding, where information that is important is identified. Thereafter is the first cycle coding, 
where data is fractured into coded segments. Then a second cycle coding follows. This is at 
a later stage of analysis that focuses on developing categories. These methods that are 
available for coding include attribute coding such as demographic features; emotion coding 
based on feelings and opinions; value coding depicting values, attitudes and beliefs; and 
versus coding that identifies conflicting words or ideas. The evaluation of the themes and 
codes is done according to the intensity or frequency of information that surfaces in the 
interviews (Saldana, 2016, pp.67, 211, 233, 273).  
 
The process that was followed in the coding of the interview data capture was as follows: The 
pre-coding cycle incorporated scanning and reading the interview data captured and selecting 
key words which seemed relevant to the research. The first cycle entailed the final selection 
of parts of the interview script that were read again, and words and phrases were selected 
that encapsulated the essence of the interview. The second coding cycle was then used to 
confirm these selected codes and themes and ensure that they were relevant to the research.  
 
 
3.5 QUALITY OF THE RESEARCH DESIGN 
 
The most important test of any qualitative study is its quality (Golafshani, 2003,  
p.601). The quality concept in a qualitative study encompasses trustworthiness, credibility 
(internal validity) and transferability (external validity).  
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I. Trustworthiness 
 
Trustworthiness determines whether the research truly measures that which it was 
intended to measure. Researchers generally determine validity and trustworthiness by 
asking a series of questions, and also look for the answers in the research of others 
(Golafshani, 2003). 
 
 
II. Credibility 
 
The validity and trustworthiness of the content need to be maximized. This will lead to 
more a credible and defensible result, resulting in documenting a highquality qualitative 
research. Therefore, the quality of research is related to the generalizability of the 
result and thereby to the testing and increasing the validity or trustworthiness of the 
research. 
 
 
III. Transferability 
 
 Validity and reliability are two factors which any qualitative researcher should be 
concerned about while designing a study, analysing results and judging the quality of 
the study. This corresponds to the question, “How can an inquirer persuade his or her 
audiences that the research findings of an inquiry are worth paying attention to?" 
(Lincoln & Guba, 1985, p.290). Therefore, each paradigm should be judged by its own 
paradigm’s terms.  The consistency of data will be achieved when the steps of the 
research are verified through examination of such items as raw data, data reduction 
products, and process notes (Golafshani, 2003, p. 598). 
 
 
3.6 RESEARCH ETHICS 
 
In business research, ethics refers to expected or explicit social norms of behaviour. It also 
refers to a code of conduct that was conducted during the process of the research (Sekaran 
& Bougie, 2010). Organisation, sponsors of the research, researchers undertaking the 
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research and respondents providing the researchers with the essential information are 
applicate to the ethical code of conduct (Sekaran & Bougie, 2010). 
 
This study was conducted in an ethical manner. A covering letter was attached to the interview 
schedule (Appendix 1) to address the purpose of the study and are used as consent. The 
introduction and consent letter provided an explanation as follows: 
 
i) That the respondent is guaranteed of their confidentiality and secrecy, 
ii) That participation of the respondent is voluntary, 
iii) Withdrawal to this study of the respondent can take place at any time, and 
iv) That verbal consent is giving by completion of the questionnaire by the respondent. 
 
 
3.7 SUMMARY 
 
This chapter has described the research methodology and design to identify the factors to be 
considered in making capital structure decisions and evaluating them in South African 
businesses. This study is rooted in the interpretivist paradigm and the research approach was 
qualitative.  Prior studies, relevant books and journals and electronic resources were retrieved 
to obtain secondary information for the current study. Primary data were obtained by way of 
face-to-face interviews. Interview schedules were distributed amongst respondents whose 
participation was voluntary. The empirical results will be discussed in chapter 4. 
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CHAPTER 4 
EMPIRICAL RESULTS 
 
 
4.1 INTRODUCTION 
 
In Chapter 3 the research methodology of this study was discussed.  The primary objective of 
this study is to develop a framework of strategic aspects to be considered in making capital 
structure decisions and evaluating them in South African businesses.  
 
Empirical data was obtained by conducting interviews. The purpose of this chapter is to 
describe the empirical results. These results are presented, analysed and interpreted. Data 
was collected through interviews with financial directors or chief financial officers.  Manual 
coding of the interview scripts was done by the researcher in order to gain a deeper insight 
into the perceptions reflected in the interviews. Throughout the coding process a memo was 
used to record ideas and linkages which guided the researcher in the process of coding, and 
this assisted in the identification of themes. 
 
 
4.2 RESULTS OF THE INTERVIEWS 
 
One of the research objectives set out in Chapter 1 was to evaluate the proposed framework 
of strategic aspects to be considered in making capital structure decisions by means of 
interviews. The results of the interviews had to be analysed and then interpreted to draw 
conclusions. 
 
 
4.2.1 Analysis and interpretation of the biographical information 
 
Five interviews took place with either CFOs or financial directors in businesses in South Africa.  
All five interviewees gave their consent to the interviews and a summary of the respondents’ 
backgrounds is provided in Table 4.1: 
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Table 4.1 Respondents’ backgrounds 
Decision maker of capital structure 
1.   Financial advisor and investment analyst 0 
2.   Chief financial officer 2 
3.   Financial director 3 
4.   Other: (Please identify)  0 
What is your age? 
20 – 29 0 
30 – 39 0 
40 – 49 4 
50 – 59 1 
60+ 0 
What is your gender? 
Male 4 
Female 1 
What is your background? 
Black 2 
Coloured 0 
White 3 
Asian 0 
Other 0 
In what industry sector are you currently employed/self-employed? (If unemployed, the 
industry sector prior to unemployment). Please select the relevant industry sector. 
Government  2 
Manufacturing  0 
Financial services  1 
Pharmaceutical  0 
Agriculture  0 
Mining  0 
Education  0 
Management consulting  0 
Health services  0 
Information technology/Telecommunications  2 
Electricity and water services    0 
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Other (Please indicate below)   0 
What is your business size? 
Number of people 
1 – 49 0 
50 – 99 2 
99 – 149 1 
150 – 199 0 
200 – 499 0 
500 – 999 2 
1000+ 0 
Revenue 
> R1m 0 
R1m – R3m 0 
R3m – R4.99m 0 
R5m – R100m 5 
R100m+ 0 
Source:  Researcher’s own construct 
 
According to Table 4.1, the majority of respondents were male, between the ages of 40 and 
49. Financial directors and chief financial officers were interviewed.  The interviewees worked 
in three industries, namely government, information and technology as well as financial 
services.  All the interviewees work in businesses with revenues between R5m and R100m 
per annum, although the business sizes ranged from 50 – 99 employees, 99 -149 and 500 – 
999 employees.  Government was included in the research as the National Treasury is busy 
with a new business reform. This is called mSCOA (Municipal Standard Chart of Accounts) 
and the aim is to get government organisations to think and act like businesses.  
 
 
4.2.2 Analysis and interpretation of the capital structure concept 
 
During the interview process, the financial directors and chief financial officers indicated a 
good understanding of the capital structure concept. Although these businesses are mature 
businesses, the financial directors, chief financial officers and the boards still have to take 
decisions on a daily basis regarding their current capital structure and planned future capital 
structures. It is evident that decision makers of these businesses understand the capital 
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structure concept and the impact that their decisions have on the company, their shareholders 
and the market.  
 
 
4.2.3 Analysis and interpretation of major factors that affect the choice of 
appropriate amount of debt for the interviewees’ businesses 
 
During the interviews, some of the twelve factors (refer to 2.5) addressed in the interview sheet 
were identified to be more prominent than others. On reviewing the interview sheets, an audit 
trail was created.  This was done by using colour coding to identify similar responses in the 
interview transcripts.  These colour codes were identified and then grouped together into 
themes.  
 
During the review of the interviews by following the audit trail and identity themes, the twelve 
factors were coded according to three themes.   
 
The first theme that was identified encompassed the critical strategic decision-making factors. 
During the interview process, interviewees identified four factors of the total of twelve as critical 
in their strategic decision-making process when choosing their optimal capital structure to 
operate their businesses optimally.  These critical factors were then grouped together and are 
discussed in 4.2.4.   
 
During the interview review process, the interviewees identified five factors that were related 
to the South African market. These factors were then grouped together and are discussed 
under 4.2.5, namely ‘Factors relating to South Africa’.  
 
During the reviewing of the interview sheets, a third theme was identified.  The third theme 
relates to autonomy in the decision-making process and is discussed in 4.2.6. 
 
These themes are summarised in table 4.2 below: 
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Table 4.2: Themes identified in the interview process on the basis of the initial twelve  
factors identified 
# 
DECISION MAKING 
FACTORS PRESENTED IN 
THE INTERVIEW SHEET 
THEMES IDENTIFIED DURING INTERVIEW 
REVIEW 
CRITICAL 
FACTORS 
FACTORS 
RELATING 
TO SOUTH 
AFRICA 
FACTORS 
RELATING TO 
AUTONOMY 
IN DECISION- 
MAKING 
PROCESS 
1 
Level of business risk, 
volatility of earnings 
X   
2 
The control structure of your 
business  
  X 
3 Financial flexibility  X   
4 
The growth rate of the 
business 
 X  
5 
The long-run viability of the 
business 
 X  
6 
Management constraints in 
the businesses 
  X 
7 
Managerial conservatism and 
financial distress in the 
business 
  X 
8 Market conditions  X  
9 
Credit rating (as assigned by 
rating agencies)  X  
10 Size of the business   X 
11 
The tax advantage of interest 
deductibility 
X   
12 
The transactions costs and 
fees for issuing debt 
 X  
Source: Researcher’s own construct 
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Table 4.2 shows the three themes that emerged during the process of coding the interview 
responses, namely: (i) critical factors, (ii) factors relating specifically to South Africa and (iii) 
factors relating to the autonomy of decision making. These three themes are elaborated on 
below. 
 
 
4.2.4 Critical strategic decision-making factors 
 
In the interview process, the decision makers indicated three factors, namely business risk 
(volatility of earning and cash flow), financial flexibility and tax advantage, out of the twelve 
factors that are critical to the strategic decision-making process in their company. During the 
interview review process these three factors were identified as adding to the optimal 
functionality of the businesses.  
 
Financial flexibility, a company's ability to react to unexpected expenses and investment 
opportunities, as well as the volatility of earnings and cash flows are among the factors that 
are crucial in the strategic decision-making process of choosing the optimal capital structures. 
Cash flow was a critical factor that was raised in all the interviews. The lack of cash flow can 
result in non-compensation of employees, or non-payment of suppliers, or both. This will result 
in a stoppage of the daily operations of the business.    
 
Together with flexibility and financial availability, the level of business risk, market conditions 
and the tax advantage of interest deductibility are factors that form part of the decision-making 
process that have to be considered in the optimising of their business operations. 
 
 
4.2.5 Factors relating to markets in South Africa 
 
Although all the factors on the interview sheet are important, the interviewees indicated that 
they considered some factors to relate more to South African markets than others, especially 
in the consideration of South Africa as an emerging market. Five factors were identified, 
namely the growth rate of the business, the long-term viability of the business, market 
conditions, their credit rating, and the transactions costs and fees for issuing debt. It appears 
that most of the businesses are established business and that these factors will not change 
significantly in the near future.  However, they feel that it is crucial to consider these factors in 
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their decision-making process in terms of South Africa as an emerging market. These factors 
are also an indication of the success that South African companies may have in the 
optimisation of their capital structures, specifically in South Africa.  
 
 
4.2.6 Factors relating to autonomy in decision-making process 
 
The third theme that was identified during the interview review process are factors relating to 
autonomy in the decision-making process of optimal capital structures. These factors, namely 
control structure in the business, management constraints, managerial conservatism, financial 
distress, and size of the business, are important, but were not identified by the interviewees 
as having an influence on the decision-making process. In other words, these four factors are 
not taken into account when making capital structure decisions.  It appears that the businesses 
of the interviewees are mature and well managed. Although the interviewees still regard these 
as important, they are not factors in their decisions regarding capital structures.  
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4.3 ADDITIONAL FACTORS IDENTIFIED THAT MAY AFFECT CAPITAL 
STRUCTURE DECISIONS 
 
During the interview process, the interviewees highlighted additional factors that may affect 
their capital structure decisions.  These factors were grouped into four themes, namely 
government interference in the market and in the local business; Black Economic 
Empowerment (BEE) rating; political stability, and state capture.  
 
Government interference in the market and in the local businesses has a major impact on the 
decision-making of capital structure within the business.  In terms of the government 
interference, state capture is also a factor that is taken into account. It was mentioned by the 
interviewees that this is especially significant for the type of capital stemming from investors.  
The Black Economic Empowerment (BEE) rating together with political stability also goes 
hand-in-hand with the above. The main reason why these factors have an effect on the capital 
structure decision is the indirect or direct impact on the market suitability and investors’ 
confidence in the country and market. If investors are not comfortable with the market 
conditions and the level of government interference in the business, the cost of capital will 
increase.  
 
As indicated by most of the interviewees, these factors do not have a direct impact on the 
choice of their capital structures but indirectly play a major role. These factors influence 
business risk, market risk and the cost of capital in the market, as well as the investors’ 
perspective of the capital investment that they might or might not make in the company.  
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4.4  A PROPOSED FRAMEWORK FOR MAKING CAPITAL STRUCTURE 
DECISIONS IN SOUTH AFRICA 
 
After empirically evaluating the framework of determinants, the summary of results is provided 
in Tables 4.3, 4.4 and 4.5. 
 
Factors omitted based on the interviews are summarised in Table 4.3. 
 
Table 4.3: Factors omitted from the framework of determinants 
FACTORS IDENTIFIED IN 
LITERATURE 
FACTORS OMITTED 
BASED ON THE 
INTERVIEWS 
REASONS 
Level of business risk, the 
volatility of our earnings and 
cash flows 
 
 
The control structure of your 
business  
Omitted 
Businesses that were interviewed 
have an established control 
structure in place, therefore the 
interviewees did not see it as 
critical to their business 
Financial flexibility   
The growth rate of the 
business 
 
 
The long-run viability of the 
business 
 
 
Management constraints in 
the businesses 
Omitted 
Businesses that were interviewed 
did not experience any 
management constraints in their 
business, therefore the 
interviewees did not see it as 
critical to their business 
Managerial conservatism 
and financial distress in the 
business 
Omitted 
Businesses that were interviewed 
did not experience managerial 
conservatism and financial 
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FACTORS IDENTIFIED IN 
LITERATURE 
FACTORS OMITTED 
BASED ON THE 
INTERVIEWS 
REASONS 
distress, therefore the 
interviewees did not see it as 
critical to their business 
Market conditions   
Credit rating (as assigned by 
rating agencies)  
 
Size of the business Omitted 
Businesses that were interviewed 
were not concerned about the 
size of the business, therefore the 
interviewees did not see it as 
critical to their business 
The tax advantage of interest 
deductibility 
 
 
The transactions costs and 
fees for issuing debt 
 
 
Source: Researcher’s own construct 
 
Table 4.3 shows that four factors are omitted, namely control structure in the business, 
management constraints, managerial conservatism, financial distress, and size of the 
business. The four factors omitted all relate to the third theme (autonomy in the decision-
making process) and are not taken into account when making capital structure decisions in 
South African businesses. Additional themes identified are summarised in Table 4.4. 
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Table 4.4: Additional themes identified and added to the frame of reference 
ADDED FACTORS IDENTIFIED IN 
INTERVIEW PROCESS 
REASONS 
Government interference Interviewees see government interference, state 
capture and political stability as a block in the 
growth of their businesses, therefore capital 
structure optimisation will be high on their priority 
as it will influence the growth path of the 
business. 
State capture 
Political stability 
Black Empowerment Equity rating Black Empowerment Equity rating is important to 
do business in South Africa and with the South 
African government. The lower the rating, the 
more advancement and opportunities for a 
business to do business with government. This 
will influence the capital structure and growth 
path of the business and the decision making 
around it. 
Source: Researcher’s own construct 
 
Table 4.4 shows that additional issues relevant to capital structure decision-making in South 
Africa were identified during the interview process.  These issues were grouped according to 
four themes, namely government interference in the market and in the local business; Black 
Economic Empowerment (BEE) rating; political stability and state capture.   
 
After reviewing the interview documents, summarising the interviews, and grouping them into 
themes, a proposed framework of determinants that have a major impact on the capital 
decision-making process in South Africa was identified. These factors were critical from the 
interviewees’ perspective and therefore are proposed as a framework.  The proposed 
framework of determinants is presented in Table 4.5. 
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Table 4.5: Proposed framework of strategic aspects to consider when making capital 
structure decisions in South Africa 
PROPOSED FRAMEWORK:  
Theme 1: Critical strategic decision factors 
• Business risk, volatility of earnings and cash flows 
• Financial flexibility  
• The tax benefit of interest deductibility 
 
Theme 2: Factors relating to markets in South Africa 
• The growth rate of the business 
• The long-run viability of the business 
• Market conditions 
• Credit rating 
• The transaction costs 
Theme 3: Government interference 
Theme 4: State capture 
Theme 5: Political stability 
Theme 6: Black Empowerment Equity rating 
Source: Researcher’s own construct 
 
Table 4.5 provides a general framework of suggested strategic aspects to consider when 
making capital structure decisions in South Africa.  The proposed framework will assist South 
African businesses with strategic capital structure decisions. 
 
 
4.5 SUMMARY 
 
This chapter presented, analysed and interpreted the empirical results obtained from the five 
interviews. It appears that all five interviewees were well informed of the strategic aspects that 
should be considered when making capital structure decisions. Most of the interviewees 
identified financial flexibility, level of business risk, market conditions, tax advantage of interest 
deductibility, and the volatility of our earnings and cash flows as influential and important. The 
other indirect factors that play a major role in influencing decision-making regarding capital 
structure are the government interference, state capture, Black Empowerment Equity rating 
and political stability in the country. The interview process followed a framework for capital 
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structure decision-making that was created to be used as an interview schedule. Specific 
strategic aspects were considered by the interviewees in making capital structure decisions in 
South Africa businesses.   
 
In the concluding chapter of the current study, the observations and recommendations for 
forthcoming studies will be discussed.  
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CHAPTER 5 
SUMMARY, CONCLUSIONS AND RECOMMENDATIONS 
 
 
5.1 INTRODUCTION 
 
Chapter 4 presented the empirical results of the interviews held with the relevant interviewees.  
The primary objective of this study is to develop a framework of strategic aspects to be 
considered in making capital structure decisions and evaluating them in South African 
businesses.  
 
The purpose of this chapter to reach a conclusion based on the interviews and research 
conducted regarding the primary objective as well as the secondary objective that was set in 
Chapter 1. 
 
 
5.2 SUMMARY OF THE RESEARCH 
 
As set out in Chapter 1, the primary objective is to develop a framework of strategic aspects 
to be considered in setting the target capital structure and evaluating them in South African 
businesses.   
 
As the primary objective that was presented in Chapter 1, Table 5.1 summaries the various 
secondary objects that was used to achieve these primary objectives.  
 
Table 5.1: Achievement of research objectives 
OBJECTIVE 
CHAPTER 
ADDRESSING 
OBJECTIVE 
Primary objective 
Develop a framework of strategic aspects to be considered 
when making capital structure decisions and empirically 
evaluating them in South African business 
Chapter 4 
(Table 4.5) 
Secondary objectives  
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OBJECTIVE 
CHAPTER 
ADDRESSING 
OBJECTIVE 
One: To provide a literature overview of strategic aspects to 
consider when making capital structure decisions by considering 
definitions, theories, previous international research and the 
South African business context.  
Chapter 2 
(Tables 2.2 and 2.3) 
Two: To create a framework of strategic aspects to be 
considered when making capital structure decisions.  
Chapter 2 
(Tables 2.2 and 2.3) 
Three: To empirically evaluate the framework of strategic 
aspects by means of interviews. 
Chapter 4 
(Table 4.2 and 4.3) 
Source: Researcher’s own construct 
 
A brief summary of Chapters 2 to 4 addressing the secondary objectives of the study will be 
presented in the following sections. 
 
Chapter 2 presented a literature analysis addressing determinants of capital structure 
decisions. This chapter commenced with a review of various theories. It was found that five 
theories (traditional view theory, irrelevance of capital structure theory, trade-off theory, 
pecking order theory and market timing theory) have a unique way of explaining capital 
structure decisions. The review of previous research on the determinants of capital structure 
related specifically to South Africa. Twelve determinants of capital structure were identified, 
namely (i) business risk (volatility), (ii) control, (iii) flexibility, (iv) growth rate, (v) long-run 
viability, (vi) management constraints, (vii) management conservatism, (viii) market 
conditions, (ix) rating agencies, (x) size, (xi) taxation and (xii) transactional cost.   
 
Chapter 3 described the research methodology and design to identify the factors to be 
considered in making capital structure decisions and evaluating them in South African 
businesses. This study is rooted in the interpretivist paradigm and the research approach was 
qualitative.  In the current study, prior studies, books, journals and electronic resources were 
retrieved to obtain secondary data.  Primary data were obtained by way of face-to-face 
interviews. Interview schedules were distributed amongst respondents. These interviews were 
conducted voluntarily.  
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Chapter 4 presented, analysed and interpreted the empirical results obtained from the five 
interviews. It appears that all five interviewees were well informed of the strategic aspects that 
should be considered when making capital structure decisions. Most of the interviewees 
identified financial flexibility, level of business risk, market conditions, tax advantage of interest 
deductibility and the volatility of earnings and cash flows as influential and important. Four 
factors are not taken into account when making capital structure decisions in South African 
businesses, namely control structure in the business, management constraints, managerial 
conservatism, financial distress, and size of the business.  
 
Additional factors that play a major role in making capital structure decisions in South African 
are government interference, state capture, Black Empowerment Equity rating, and political 
stability in the country.  These are   indirect factors that influence managements’ decision- 
making on capital structures. The interview process followed a framework for capital structure 
decision-making that was created to be used as an interview schedule. Specific strategic 
aspects were considered by the interviewees in making capital structure decisions in South 
Africa businesses.   
 
This study indicated that strategic aspects should be considered when setting a target capital 
structure. This study also indicated that a framework for capital structure decision making can 
be created to be used as an interview schedule. Specific strategic aspects were considered 
by the interviewees in making capital structure decisions in South Africa businesses.   
 
This study also indicated that the secondary objectives were met by providing a literature 
overview of strategic aspects to consider when making capital structure decisions by 
considering definitions, theories, previous research and the South African context.  This study 
also created a framework of strategic aspects to be considered when making capital structure 
decisions and empirically evaluating the framework of strategic aspects by means of 
interviews. 
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5.3 CONCLUSIONS 
 
The current study, as outlined in Chapter 1, consisted of a literature study and an empirical 
component.  From the literature study, general conclusions were drawn. From the empirical 
study more detailed conclusions were drawn. 
 
Based on the literature study, twelve determinants of capital structure were identified, namely 
(i) business risk (volatility) (ii) control, (iii) flexibility, (iv) growth rate, (v) long-run viability, (vi) 
management constraints, (vii) management conservatism, (viii) market conditions, (ix) rating 
agencies, (x) size, (xi) taxation and (xii) transactional cost. 
 
Based on the interviews, the following conclusions have been reached: 
• Seven themes were identified, namely: 
o Critical strategic decision-making factors (business risk, financial flexibility, tax 
advantage, volatility of earnings and cash flows) 
o Factors relating specifically to the South African market (growth rate, long-term 
viability, market conditions, credit rating, transaction costs) 
o Autonomy of the decision-making process (control, management constraints, 
managerial conservatism, size) 
o Government interference 
o Political stability 
o Black Economic Empowerment 
o State capture 
• The four factors that relate to the third theme (autonomy in the decision-making 
process) are not considered during the decision making process of capital structure in 
South African businesses and should be omitted from the proposed framework. 
• A proposed framework was identified with the following six themes: 
o Critical strategic decision-making factors (business risk, financial flexibility, tax 
advantage, volatility of earnings and cash flows) 
o Factors relating specifically to markets in South Africa (growth rate, long-term 
viability, market conditions, credit rating, transaction costs) 
o Government interference 
o Political stability 
o Black Economic Empowerment 
o State capture 
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5.4 RECOMMENDATIONS 
 
Below the recommendations are list. This is based on the current study that was done on the 
literature review and the interviews executed. This will presumably aid business managers to 
make capital structure decisions. 
 
It is recommended that: 
• the proposed framework be used as guidance for capital structure decision-making in 
South African businesses; and   
• the proposed framework be used as a teaching tool for academics. 
 
 
5.5 FUTURE RESEARCH AND CONCLUDING REMARKS 
 
To develop a complete and comprehensive framework for optimal capital structure for South 
African Businesses, a considerable amount of work remains to be done. The topics that was 
discussed in the current study is the starting point for future research in this field. To further 
the study, the following area were identifying to be explored:  
• More in-depth understanding should be obtained on South African businesses and 
their capital structure decision-making process; 
• More research should be done on why certain determinant factors are more important 
than others;  
• A greater sample of businesses is required to identify the trends for the South African 
business sector.  This must also be done over an extended period;   
• The interview approach to determine the behaviours of the interviewee needs to be 
more deepen. This will determine the behaviours of the decision-makings and their 
preferences about theory and practice; and 
• To identify the impact of the theories, more focus needs to be placed on the analysis 
of these theories. Theories that are identified such as pecking order, signalling and 
agency costs on the capital structure required indebted analysing.   
 
The study does indicated limitations, however, the recommendations that was identify in 
the current study can be used to gain valuable insights into the optimal mixture of capital 
structure and regulation thereof for South African businesses.   
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APPENDIX 1: LETTER TO INTERVIEWEES 
    
  
 
Faculty of Economic and Management 
Sciences 
      Graduate School 
      Date… 
 
Consent for participation in an academic research interview 
 
A FRAMEWORK FOR CAPITAL STRUCTURE DECISION MAKING IN SOUTH 
AFRICAN BUSINESSES 
 
Dear Respondent 
 
You are invited to participate in an academic research study conducted by Jan du Toit, a MBA 
student under the supervision of Dr. Heidi Janse van Rensburg of the Business School at the 
Nelson Mandela Metropolitan University. 
 
The purpose of this study is developing a framework of determinants used in setting the target 
capital structure in South African businesses. 
 
The responses obtained from the individual interviewees will be analysed and coded with the 
aim to identify strategic aspects to be considered in setting the target capital structure of a 
business.  The information from the respondents will at all times be treated as confidential and 
will not be made available to any entity or third parties.  Neither your name nor your company 
will be linked to your contributions to this study.  The data obtained from the interview will be 
used for academic research purposes only. 
 
Your participation in this study is very important.  You may, however, choose not to participate 
and you may also stop participating at any time without any adverse consequences. 
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The interview should take approximately 15 minutes of your time and will be conducted as per 
our appointment: 
 
Date:  …………………….. 
Time:  …………………….. 
Venue:  …………………….. 
 
An electronic copy of the final research study will be made available to all participants in this 
study as soon as the research is completed. 
 
Should you require any further information, please do not hesitate to contact Jan du Toit at: 
 
 Telephone: 083 327 2296 
 E-mail:  dutoit.jan@gmail.com 
 
Thank you in anticipation for your kind cooperation and assistance with this research project. 
 
Yours sincerely 
 
_________________ 
Jan du Toit 
MBA Student 
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APPENDIX 2: INTERVIEW SCHEDULE 
SECTION A:   RESPONDENT’S CONSENT 
   
 Please tick 
1. 
I understand that the information I provide will be used only for the 
purpose of this research project and that I will remain anonymous.  
I confirm having participated under informed consent. 
Yes No 
2. 
Consent:  I give my permission for the use of the information I 
provide below to be used for research purposes (which will in no 
way be to my disadvantage or detriment). 
Yes No 
3. 
I confirm that I am aware that I may at any point during the interview 
cease to participate without being adversely affected. 
Yes No 
 
 
 
 
Signed on ………………………….(date) at ……………………………………(location) 
 
Dr/Prof/Mr/Me…………………………………………………………………… 
 
Signature…………………………………………………………………… 
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SECTION B: RESPONDENT’S BACKGROUND 
 
As a decision-
maker of capital 
structure, I fall into 
the following 
category: 
(Please select 
one option only) 
Decision maker of capital structure 
1.   Financial advisor and investment analyst  
2.   Chief financial officer  
3.   Financial director  
4. Other: (Please identify) 
 
 
………………………………………………….. 
 
 
What is your age? 
20 – 29  
30 – 39  
40 – 49  
50 – 59  
60+  
  
What is your gender? 
Male  
Female  
 
What is your ethnic background? 
Black  
Coloured  
White  
Asian  
Other  
 
In what industry sector are you currently employed/self-employed? (If unemployed, the 
industry sector prior to unemployment). Please select the relevant industry sector. 
Government   
Manufacturing   
Financial services   
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Pharmaceutical   
Agriculture   
Mining   
Education   
Management consulting   
Health services   
Information technology/Telecommunications   
Electricity and water services     
Other (Please indicate below)    
 
What is your business size? 
Number of people 
1 – 49  
50 – 99  
99 – 149  
150 – 199  
200 – 499  
500 – 999  
1000+  
Revenue 
> R1m  
R1m – R3m  
R3m – R4.99m  
R5m – R100m  
R100m+  
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SECTION C:  INTERVIEW SCHEDULE FOR CAPITAL STRUCTURE DECISIONS 
 
1. Please give your understanding of the ‘capital structure’ concept? 
 
 
 
 
 
2. 
Which of the following twelve factors affect how you choose the appropriate amount 
of debt for your business and why? 
2.1 
Level of business risk, the volatility of our 
earnings and cash flows  
 
 
 
 
2.2 The control structure of your business  
 
 
 
 
2.3 
Financial flexibility – in other words, do you 
restrict debt to ensure that enough internal 
funds are available to pursue new projects 
when they come along? 
 
 
 
 
2.4 The growth rate of the business 
 
 
 
 
2.5 The long-run viability of the business 
 
 
 
 
2.6 Management constraints in the businesses 
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2.7 
Managerial conservatism and financial 
distress in the business 
 
 
 
 
2.8 Market conditions 
 
 
 
 
2.9 
Our credit rating (as assigned by rating 
agencies) 
 
 
 
 
2.10 Size of the business 
 
 
 
 
2.11 The tax advantage of interest deductibility 
 
 
 
 
2.12 
The transactions costs and fees for issuing 
debt 
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3. 
Do you believe that additional factors (not listed in question 2) may affect how you 
make capital structure decisions? 
 
 
 
 
 
 
 
4. Do you believe that the factors listed in question 2 are relatively easy to understand? 
 
 
 
 
 
 
 
5. Please add any general ideas about the subject. 
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APPENDIX 2: TURNITIN ORIGINALITY REPORT 
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APPENDIX 3: DECLARATION BY CANDIDATE 
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APPENDIX 4: PERMISSION TO SUBMIT A TREATISE FOR EXAMINATION 
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APPENDIX 5: EDITING AND PROOF-READ REPORT 
 
